RUEA AR

09010854

SOUTHCOAST/#

COMMUNITY BANK

SOUTHCOAST FINANCIAL CORPORATION
AND SUBSIDIARIES

2008

ANNUAL REPORT



Southcoast Financial Corporation
CAUTIONARY NOTICE REGARDING FORWARD-LOOKING STATEMENTS

Some of the statements made in this report are “forward-looking statements.” Forward-looking statements
include, but are not limited to, statements with respect to our beliefs, plans, objectives, goals, expectations,
anticipations, assumptions, estimates, intentions, and future performance, and involve known and unknown
risks, uncertainties and other factors, which may be beyond our control, and which may cause our actual results,
performance or achievements to be materially different from future results, performance or achievements
expressed or implied by such forward-looking statements.

All statements other than statements of historical fact are statements that could be forward-looking statements.
You can identify these forward-looking statements through our use of words such as “may,” “will,”
“anticipate,” “assume,” “should,” “indicate,” “would,” “believe,” “contemplate,” “expect,” “seek,” “estimate,”
“continue,” “plan,” “point to,” “project,” “predict,” “could,” “intend,” “target,” “potential,” and other similar
words and expressions of the future. These forward-looking statements may not be realized due to a variety of
factors, inclhuding, without limitation:

future economic and business conditions;

lack of sustained growth in the economy of the Greater Charleston area;

government monetary and fiscal policies;

e the effects of changes in interest rates on the levels, composition and costs of deposits, loan
demand, and the values of loan collateral, securities, and interest sensitive assets and
liabilities;

o the effects of competition from a wide variety of local, regional, national and other providers

of financial, investment, and insurance services, as well as competitors that offer banking

products and services by mail, telephone, computer and/or the Internet;

credit risks;

higher than anticipated levels of default on loans;

perceptions by depositors about the safety of their deposits;

the failure of assumptions underlying the establishment of the allowance for loan losses and

other estimates, including the value of collateral securing loans;

o the risks of opening new offices, including, without limitation, the related costs and time of
building customer relationships and integrating operations as part of these endeavors and the
failure to achieve expected gains, revenue growth and/or expense savings from such
endeavors;
changes in laws and regulations, including tax, banking and securities laws and regulations;
changes in accounting policies, rules and practices;

e changes in technology or products may be more difficult or costly, or less effective than
anticipated,

o the effects of war or other conflicts, acts of terrorism or other catastrophic events that may
affect general economic conditions and economic confidence;

s ability to weather the current economic downturn;
loss of consumer or investor confidence; and

e other factors and information described in this prospectus and in any of the reports that we

file with the Securities and Exchange Commission under the Securities Exchange Act of

1934.

All forward-looking statements that are made in this report are expressly qualified in their entirety by this
cautionary notice. We have no obligation, and do not undertake, to update, revise or correct any of the forward-
looking statements after the date of this report, or after the respective dates on which such statements otherwise
are made. We have expressed our expectations, beliefs and projections in good faith and we believe they have
a reasonable basis. However, we cannot assure you that our expectations, beliefs or projections will result or
be achieved or accomplished.



The Business of Southcoast Financial Corporation

Southcoast Financial Corporation (the "Company") is a South Carolina corporation organized in 1999 under the laws of
South Carolina for the purpose of being a holding company for Southcoast Community Bank (the "Bank"). The
Company is the owner of all of the outstanding capital stock of the Bank. During 2005, the Company organized
Southcoast Capital Trust 111 for the purpose of issuing trust preferred securities. Capital Trust I and II were organized in
2002 for the same reason. During 2004, the Company organized Southcoast Investments, Inc. as a wholly-owned
subsidiary of the Company, primarily for the purpose of holding real estate for the Company and Bank.

The Bank is a South Carolina state bank incorporated in June 1998, which commenced operations as a commercial bank
in July 1998. The Bank operates from its offices in Mt. Pleasant, Charleston, North Charleston, Moncks Comer, Johns
Island, Goose Creek and Summerville, South Carolina. The main office is located at 530 Johnnie Dodds Boulevard, in
Mt. Pleasant; other Mt. Pleasant offices are located at 602 Coleman Boulevard and 3305 South Morgan’s Point Road;
Charleston offices are located at 802 Savannah Highway and 1654 Sam Rittenberg Boulevard in Charleston; the North
Charleston office is located at 8420 Dorchester Road in North Charleston; the Moncks Comer office is located at 337
East Main Street in Moncks Comer; the Johns Island office is located at 530 Maybank Highway on Johns Island; the
Goose Creek office is located at 597 Holly Road in Goose Creek; and the Summerville office is located at 302 N. Main
St. in Summerville, South Carolina.

The Bank offers a full array of commercial banking services. Deposit services include business and personal checking
accounts, NOW accounts, savings accounts, money market accounts, various term certificates of deposit, IRA accounts,
and other deposit services. Most of the Bank's deposits are attracted from individuals and small businesses. The Bank
does not offer trust services.

The Bank offers secured and unsecured, short-to-intermediate term loans, with floating and fixed interest rates for
commercial, consumer and residential purposes. Consumer loans include: car loans, home equity improvement loans
(secured by first and second mortgages), personal expenditure loans, education loans, overdraft lines of credit, and the
like. Commercial loans include short term unsecured loans, short and intermediate term real estate mortgage loans, loans
secured by listed stocks, loans secured by equipment, inventory, accounts receivable, and the like. Management believes
that the Bank’s credit staff possesses knowledge of the community and lending skills sufficient to enable the Bank to
maintain a desirable volume of high quality loans.

Other services offered by the Bank include residential mortgage loan origination services, safe deposit boxes, night
depository service, VISA and MasterCard brand charge cards, tax deposits, traveler’s checks, and twenty-four hour
automated teller service. The ATMs are part of the Intercept network.



Southcoast Financial Corporation
SELECTED FINANCIAL DATA

(dollars in thousands, except earnings per share)

Income Statement Data:
Net interest income
Provision for loan losses
Noninterest income
Noninterest expense
Income Taxes
Net income

Per Share Data: (1)
Net income per share
Basic
Diluted

Balance Sheet Data:
Total assets
Total loans (net of unearned income)
Total deposits
Other borrowings
Shareholders’ equity

Book Value Per Share

Performance Ratios:
Return on average assets
Return on average stockholders’ equity
Net interest margin

Asset Quality Ratios:
Allowance to period-end loans
Allowance to nonperforming loans
Nonperforming assets to assets
Net charge-offs to average loans

Capital Ratios:
Tier 1 risk-weighted assets
Total to risk-weighted assets
Leverage capital ratio
Total equity to total assets

Year
Ended

Dec 2008

$ 15113
4,204
2,576

13,403
(225)
217

$ 0.05
$ 005

$ 534,965
404,533
366,811
107,900

55,233

$ 1224

0.04%
0.37%
3.33%

1.83%
51.79%
3.06%
0.30%

16.49%
17.75%
12.54%
10.32%

Year
Ended

Dec 2007

$ 14,354
0

2,564
11,999
1,481
3,429

$ 063
$ 0.63

$ 500,852
378,414
342,755

91,540
62,741

$ 1252

0.71%
4.96%
3.40%

1.14%
98.92%
0.91%
0.02%

18.59%
19.69%
15.16%
12.53%

Year
Ended

Dec 2006

$ 16,145
723

3,837
11,542
2,878
4,839

$ 0.81
$ 0.80

$ 481,856
367,611
310,893

89,496
78,803

$ 1441

1.00%
6.22%
3.64%

1.19%
308.63%
0.18%
0.17%

28.32%
29.55%
20.87%
16.35%

Year
Ended

Dec. 2005

$ 13,914
865

2,725
9,243
2,342
4,189

$ 0.97
$ 097

$ 476,599
375,926
311,554

88,655
73,315

$ 14.80

1.04%
9.28%
3.69%

1.14%
747.81%
0.11%
0.00%

27.79%
29.03%
21.36%
15.38%

Year
Ended
Dec. 2004

$ 10,692
1,146
2,700
7,966
1,208
2,982

$ 0.76
$ 0.75

$ 366,102
296,611
258,153

69,345
36,571

$ 1231

0.98%
8.56%
3.78%

1.15%
368.13%
0.27%
0.05%

17.32%
18.55%
13.64%

9.99%

(1) All share and per share data has been adjusted for 10% stock dividends in 2004, 2005, 2006, and 2007.



SOUTHCOAST FINANCIAL CORPORATION AND SUBSIDIARIES

Management’s Discussion and Analysis

The following discussion is intended to assist you in understanding the financial condition and results of operations of
Southcoast Financial Corporation and subsidiaries and should be read in conjunction with the consolidated financial
statements and related notes included in this report. All per share data in this discussion has been adjusted to reflect the
10% stock dividends paid in May 2006 and June 2007. Many of the amounts and percentages in this section have been
rounded for convenience of presentation, but actual recorded amounts have been used in computations. Accordingly,
some information may appear not to compute accurately.

Overview

Our average earning assets increased significantly in 2008 after having decreased slightly in 2007. The 2008 increase
was largely due to the continued growth and maturity of our branch network. Average loans increased by $23.1 million
during 2008 despite a continued reduction of our average purchased loans. Average purchased loans decreased by
$14.6 million in 2008. On an overall basis, average earning assets increased 8.32% during 2008, after a 3.72%
decrease in 2007. Our ongoing stock buyback efforts led to decreases in average shareholders’ equity of 15.11% and
11.12% in 2008 and 2007, respectively. These decreases in average shareholders’ equity contributed to lower net
interest margins each year. Total net interest income for 2008 was 5.29% higher than 2007 and 11.10% lower in 2007
than in 2006. Loan loss provisions increased by $4.3 million during 2008 after a decrease of $722,000 in 2007.
Noninterest income increased by $21,000, or 0.84%, in 2008, after having declined by $1.3 million, or 33.42% in 2007.
In 2008, the increase in noninterest income was largely due to increases in gains on sales of real estate and investment
securities, but was largely offset by an other than temporary impairment charge on Government Sponsored Enterprises
(GSE) preferred stock of $3.0 million. In 2007, the decrease in noninterest income was largely due to a decrease in
gains and fees related to the sale of property and equipment and gains recognized from the sale of investment securities,
partially offset by increases in Company Owned Life Insurance earnings and service fees on deposit accounts.
Noninterest expenses rose in 2008 and 2007 by 11.70% and 3.96%, respectively. In 2008, increases were primarily due
to an increase of $954,000 in salaries and employee benefits due to the funding of a Supplemental Executive
Retirement Plan (SERP), and normal pay increases for existing employees. Additionally, professional fees increased
by $102,000 due to additional fees paid to consultants, and insurance increased by $208,000 due primarily to higher
FDIC insurance premiums. In 2007, the opening of our Sam Rittenburg and Park West offices led to increases in
occupancy, salaries, and furniture and equipment expenses. These increases were largely offset by a decrease in fees
associated with the 2007 early retirement of two junior subordinated debentures. The above factors contributed to a
93.68% decrease in net income for 2008 compared with a 29.15% decrease in net income for 2007.

Critical Accounting Policies

We have adopted various accounting policies which govern the application of accounting principles generally accepted
in the United States in the preparation of our financial statements. Our significant policies are described in the notes to
the consolidated financial statements.

Certain accounting policies involve significant judgments and assumptions by management which have a material
impact on the carrying value of certain assets and liabilities. Management considers such accounting policies to be
critical accounting policies. The judgments and assumptions used by management in these critical accounting policies
are based on historical experience and other factors, which are believed to be reasonable under the circumstances.
Because of the nature of the judgments and assumptions made by management, actual results could differ from these
judgments and estimates, which could have a material impact on the carrying values of our assets and liabilities and our
results of operations.

We believe the allowance for loan losses is a critical accounting policy that requires the most significant judgments and
estimates used in preparation of our consolidated financial statements. Refer to the discussion under the caption
“Allowance for Loan Losses” below and to Note 1 to our consolidated financial statements for a detailed description of
our estimation process and methodology related to the allowance for loan losses.



SOUTHCOAST FINANCIAL CORPORATION AND SUBSIDIARIES

Management’s Discussion and Analysis
Comparison of Years Ended December 31, 2008, 2007 and 2006

Results of Operations

General

We had net income from operations for the year ended December 31, 2008 of $217,000, or $.05 per basic share,
compared to net income for the year ended December 31, 2007 of $3.4 million, or $0.63 per basic share. We had net
interest income of $15.1 million for 2008 as compared to $14.4 million for 2007. We also had noninterest income
(principally earnings on Company Owned Life Insurance, service charges, gains on sale of assets, fees and
commissions) of $2.6 million in 2008 and $2.6 million in 2007. We provided $4.3 million and $0 to our allowance for
loan losses in 2008 and 2007, respectively, and had noninterest expenses (principally salaries and benefits, occupancy,
equipment, and professional fees) of $13.4 million in 2008 and $12.0 million in 2007.

We had net income from operations for the year ended December 31, 2007 of $3.4 million, or $0.63 per basic share,
compared to net income for the year ended December 31, 2006 of $4.8 million, or $0.81 per basic share. We had net
interest income of $14.4 million for 2007 as compared to $16.1 million for 2006. We also had noninterest income
(principally eamings on Company Owned Life Insurance, service charges, gains on sale of assets, fees and
commissions) of $2.6 million in 2007 and $3.8 million in 2006. We provided $0 and $722,000 to our allowance for
loan losses in 2007 and 2006, respectively, and had noninterest expenses (principally salaries and benefits, occupancy,
equipment, and professional fees) of $12.0 million in 2007 and $11.5 million in 2006.

Net Interest Income

During the year ended December 31, 2008, net interest income was $15.1 million, as compared to $14.4 million for the
year ended December 31, 2007. This increase was attributable to changes in the rate and volume of average earning
assets and average interest bearing liabilities. Average interest eaming assets increased to $464.9 million in 2008 from
$429.2 million in 2007. The increase in volume was primarily attributable to a $23.1 million increase in average loans,
and an $18.5 million increase in average investments, partially offset by a $5.9 million decrease in average federal
funds sold. The $23.1 million increase in average loans occurred in spite of a $14.6 million decrease in average
purchased loans during 2008. The average yield on interest earning assets decreased from 7.48% to 6.74% from 2007
to 2008, while the average cost of interest bearing liabilities decreased from 4.69% to 3.65%. The net yield on average
interest earning assets decreased from 3.40% in 2007 to 3.33% in 2008. The decrease in net yield was attributable to a
decrease in average equity of $10.4 million due primarily to the Company’s repurchase and retirement of 508,593
shares of common stock for an aggregate purchase price of $6.9 million. Also contributing to the decrease in net yield
on average interest earning assets was an increase in average nonperforming assets. Average nonperforming assets
(nonaccrual loans and other real estate owned) totaled $7.1 million in 2008, compared to $1.2 million in 2007.

During the year ended December 31, 2007, net interest income was $14.4 million, as compared to $16.1 million for the
year ended December 31, 2006. This decrease was attributable to changes in the rate and volume of average earning
assets and average interest bearing liabilities. Average interest earning assets decreased to $429.2 million in 2007 from
$445.8 million in 2006. The decrease in volume was primarily attributable to a $32.1 million decrease mn average
purchased loans during 2007, partially offset by a $20.1 million increase in average core loans. The average yield on
interest earning assets increased from 7.07% to 7.48% from 2006 to 2007, while the average cost of interest bearing
liabilities increased from 4.20% to 4.69%. The net yield on average interest eaming assets decreased from 3.64% in
2006 to 3.40% in 2007. The decrease in net yield was attributable to a decrease in average equity of $8.7 million
caused by the Company’s repurchase and retirement of 977,281 shares of common stock for an aggregate purchase
price of $19.7 million. Also contributing to the decrease in net yield on average interest eaming assets was the
Company’s purchase of $17.3 million of Company Owned Life Insurance during the year. As a result, average
Company Owned Life Insurance increased by $10.8 million during 2007. Although Company Owned Life Insurance
produces income for the Company, it is classified as an “other asset”” and the income it generates is noninterest income.



SOUTHCOAST FINANCIAL CORPORATION AND SUBSIDIARIES

Management’s Discussion and Analysis
Net Interest Income - continued
The following tables set forth, for the periods indicated, information related to our average balance sheets and average

yields on assets and average rates paid on liabilities. Such yields and rates are derived by dividing income or expense by
the average balance of the corresponding assets or liabilities.

For the year ended For the year ended For the year ended
December 31, 2008 December 31, 2007 December 31, 2006
Average Income/ Yield/ Average Income/ Yield/ Average Income/  Yield/
(Dollars in thousands) Balance!”  Expense Rate Balance'" Expense Rate Balance’”  Expense Rate
Assets:
Federal funds sold $ 1,687 § 36 215% $ 7571 % 397 524% $§ 9860 § 477  4.84%
Taxable investments 57,106 2,850 499 44,032 2,303 5.23 51,850 2,672 5.15
Non-taxable investments® - 15,442 1,014 656 10,015 645 644 4472 281 629
Loans ¥ 390.716 27423 7.02 367.626 28,760 7.82 379,624 28083 740
Total earning assets 464,951 31,323 6.74 429244 32,105 7.48 445,806 31,513 7.07
Other assets 64,807 50452 37.008
Total assets $.529,758 $ 479,696 $ 482,814
Liabilities:
Savings and
demand deposits $ 71906 $ 1,307 1.82% $ 70,244 2,067 294% § 53,392 976 1.83
Time deposits 257,157 10,403 4.05 198,797 10,116 5.09 225,720 9972 442
Other borrowings 94,484 3,629 3.84 84,982 3859 4.54 62,801 2,690 429
Subordinated debt 10,310 506 491 19,592 1477 17.54 21,655 1,627 752
Total interest bearing
liabilities 433,857 15.845 3.65 373,615 17,519 4.69 363,568 15,265 420
Noninterest bearing
demand deposits 31.036 33,698 41,439
Other liabilities 6,157 3229
Total liabilities 471,050 410,542 405.007
Shareholders' equity 58,708 69,154 77.807
" Total liabilities and
shareholders’ equity $.529,758 $_479,696 $ 482.814
Net interest spread 3.09% 2.79% 2.87%
Net interest income and
net yield on eaming assets ® $ 15478 3.33% $ 14586 3.40% $ 16248 3.64%
Interest free funds supporting
eaming assets $_ 31,004 $ 55629 2,23

(1) Average balances are computed on a daily basis.

(2) Interest income amounts adjusted to reflect tax equivalent yields on non-taxable securities and loans assuming a 36% tax rate.
(3) Does not include nonaccruing loans.

(4) Includes loan fees of $1.2 million in 2008, $1.2 million in 2007, and $1.3 million in 2006.

(5) Total interest eaming assets yield less total interest bearing liabilities rate.

(6) Net interest income divided by total interest earning assets.

(7) Total interest earning assets less total interest bearing liabilities.



SOUTHCOAST FINANCIAL CORPORATION AND SUBSIDIARIES
Management’s Discussion and Analysis
Net Interest Income - continued
The following table presents changes in our net interest income which are primarily a result of changes in the
volumes (change in volume times old rate), changes in rates (change in rate times old volume), and changes in

rate/volume(change in rate times the change in volume) of our interest earning assets and interest bearing liabilities.

Analysis of Changes in Net Interest Income

For the year ended December 31, 2008 For the year ended December 31, 2007
versus the year ended December 31, 2007 versus the year ended December 31, 2006"
Net Net
(Dollars in thousands) Volume Rate Change Volume Rate Change
Interest income:
Federal funds sold $ (308) $ (52) (360) $ a1y 31 (80)
Taxable investments 685 (139) 546 (403) 35 (368)
Non-taxable investments 349 20 369 349 14 363
Net loans® 1,807 (3,144) (1,337) (888) 1,565 677
Total interest income 2.533 (3315) (782) (1,053) 1,645 592
Interest expense:
Savings deposits $ 49 $ (809) $ (760) $ 308 783 1,091
Time deposits 2,970 (2,683) 287 (1,189) 1,333 144
Other borrowings 431 661) (230) 950 219 1,169
Subordinated debt (700) 271 (971) (155) 5 (150)
Total interest expense 2.750 (4.424) (1,674) (86) 2,340 2,254

Net interest income $ 21y § 1109 $. 89 $ (967) $ (695) $(1.662)

(1) Volume-rate changes have been allocated to each category based on a consistent basis between rate and volume.
(2) Includes loan fees of $1.2 million in 2008, $1.2 million in 2007, and $1.3 million in 2006.

During 2009, management expects that interest rates will remain relatively unchanged. Therefore, any improvements
in net interest income for 2009 are expected to be largely the result of increases in volume and changes in the mix of
interest-earning assets and liabilities. Management expects to continue to use aggressive marketing strategies to
increase our bank's market share for both deposits and quality loans within its service areas in the Charleston, South
Carolina, metropolitan area. These strategies involve offering attractive interest rates and continuing our bank's
commitment to providing outstanding customer service.

Market Risk - Interest Rate Sensitivity

Market risk is the risk of loss from adverse changes in market prices and rates. Our market risk arises principally from
interest rate risk inherent in our lending, deposit, and borrowing activities. Management actively monitors and manages
its interest rate risk exposure. Although we manage other risks, such as credit quality and liquidity risk in the normal
course of business, management considers interest rate risk to be our most significant market risk and this risk could
potentially have the largest material effect on our financial condition and results of operations. Other types of market
risk such as foreign currency exchange risk and commodity price risk do not affect us directly.

Achieving consistent growth in net interest income is the primary goal of our asset/liability function. We attempt to
control the mix and maturities of assets and liabilities to achieve consistent growth in net interest income despite
changes in market interest rates. We seek to accomplish this goal while maintaining adequate liquidity and capital. We
believe our asset/liability mix is sufficiently balanced so that the effect of interest rates moving in either direction is not
expected to be material over time.

Interest rate sensitivity management is concerned with the timing and magnitude of repricing assets compared to
liabilities and is an important part of assetliability management. It is the objective of interest rate sensitivity
management to generate stable growth in net interest income and to control the risks associated with interest rate
movement. Management constantly reviews interest rate risk exposure and the expected interest rate environment so
that adjustments in interest rate sensitivity can be made in a timely manner.



SOUTHCOAST FINANCIAL CORPORATION AND SUBSIDIARIES

Management’s Discussion and Analysis
Market Risk - Interest Rate Sensitivity - continued

Our Bank’s Asset/Liability Committee uses a simulation model to assist in achieving consistent growth in net interest
income while managing interest rate risk. The model takes into account interest rate changes as well as changes in the
mix and volume of assets and liabilities. The model simulates our Bank’s balance sheet and income statement under
several different rate scenarios. The model’s input (such as interest rates and levels of loans and deposits) are updated
on a quarterly basis in order to obtain the most accurate forecast possible. The forecast presents information over a
twelve-month period. It reports a base case in which interest rates remain flat and variations that occur when rates
increase or decrease 100, 200, and 300 basis points. According to the model as of December 31, 2008, our Bank is
positioned so that net interest income would increase $58,000 and net income would increase $68,000 if rates were to
rise 100 basis points in the next twelve months. Conversely, net interest income would increase $453,000, and net
income would increase $264,000 if interest rates were to decline 100 basis points in the next twelve months. Given the
Federal Funds target rate of between 0 and 25 basis points at December 31, 2008, management considers a decline in
interest rates highly unlikely. Computation of prospective effects of hypothetical interest rate changes are based on
numerous assumptions, including relative levels of market interest rates and loan prepayments, and should not be relied
upon as indicative of actual results. Further, the computations do not contemplate any actions our Bank could
undertake in response to changes in interest rates or the effects of responses by others, including borrowers and
depositors.

The “Interest Sensitivity Analysis” indicates that, on a cumulative basis through twelve months, repricing rate sensitive
liabilities exceeded rate sensitive assets, resulting in a liability sensitive position at December 31, 2008 of $194 million
for a cumulative gap ratio of (40.75%). When interest sensitive liabilities exceed interest sensitive assets for a specific
repricing "horizon”, a negative interest sensitivity gap results. The gap is positive when interest sensitive assets exceed
interest sensitive liabilities. For a bank with a negative gap, such as our bank, rising interest rates would be expected to
have a negative effect on net interest income and falling rates would be expected to have the opposite effect. During
2007, our Company entered into an interest rate swap agreement in order to hedge its interest rate risk in a rising rate
environment. Through this agreement the Company has effectively converted floating rate debt of Libor plus 150 basis
points to a fixed rate of 6.32% on a notional amount of $10.0 million. The notional amount and floating rate under the
agreement mirror the terms in the Company’s remaining outstanding junior subordinated debentures.

The table below reflects the balances of interest-earning assets and interest-bearing liabilities at the earlier of their
repricing or maturity dates. Interest-earning deposits in other banks are reflected at the deposits’ maturity dates. Loans
not accruing interest are not included in the table. Repurchase agreements, Federal Home Loan Bank borrowings and
subordinated debt (collectively, Other borrowings) are reflected in the earliest contractual repricing interval due to the
immediately available nature of these funds. Interest-bearing liabilities with no contractual maturity, such as interest-
bearing transaction accounts and savings deposits, are reflected in the earliest repricing interval due to contractual
arrangements which give management the opportunity to vary the rates paid on these deposits within a 30-day or
shorter period. However, our Bank is under no obligation to vary the rates paid on those deposits within any given
period. Fixed rate time deposits are reflected at their contractual maturity dates. Fixed rate advances are reflected at
their contractual maturity dates, and variable rate advances are reflected in the earliest repricing interval since they were
borrowed under the daily rate credit option, and reprice daily.



SOUTHCOAST FINANCIAL CORPORATION AND SUBSIDIARIES

Management’s Discussion and Analysis
Market Risk - Interest Rate Sensitivity - continued

Interest Sensitivity Analysis

December 31, 2008
(Dollars in thousands) After Three Greater
Within Through One Than
Three Twelve Through Five
Months Months Five Years Years Total
Assets
Interest earning assets:
Interest earning deposits in other banks $ 5744 § - 5 - $ - $ 5,744
Federal funds sold 11,902 - - - 11,902
Investment securities 7,555 - 822 53,756 62,133
Loans Held for Sale 417 - - - 417
Loans 117.897 89.895 127,205 60,602 395,599
Total earning assets $ 143515 $_ 89,895 $ 128,027 $114.358 $_ 475,795
Liabilities
Interest bearing liabilities:
Interest bearing deposits:
Interest bearing transaction accounts 13,947 - - - 13,947
Savings and money market 42,976 - - - 42976
Time deposits $100,000 and over 27,481 29,392 307 - 57,180
Other time deposits 69.445 136,171 19.161 - 224777
Total interest bearing deposits 153,849 165,563 19,468 - 338,880
Other borrowings 87.400 20,500 - - 107,900
Total interest bearing liabilities $ 241249 § 186,063 $§ 19468 $___ - $_.446,780
Interest sensitivity gap $ (97,734) $ (96,168) § 108,559 $114,358
Cumulative interest sensitivity gap $ (97,734) $ (193902) $ (85343) $ 29.015
Ratio of cumulative gap to -20.54% -40.75% -17.94% 6.10%

total earning assets
Provision for Loan Losses

The allowance for loan losses, established through charges to the provision for loan losses, allows for estimated loan
losses inherent in our loan portfolio. Loan losses or recoveries are charged or credited directly to the allowance. The
level of the allowance is based on management's judgment of the amount needed to maintain an allowance adequate to
provide for probable losses in the loan portfolio as of the balance sheet date, although the exact amount of such losses
and the specific loans cannot be identified yet. We provided $4.3 million, $0, and $722,000 to the allowance during the
years ended December 31, 2008, 2007, and 2006, respectively. We believe the provisions made to the allowance for
loan losses allowed us to maintain an adequate allowance for probable losses for each of these periods. See
“Allowance for Loan Losses” below.

Noninterest Income

Noninterest income, which consists primarily of service fees on deposits, gains and fees on loans sold, other fee
income, Company Owned Life Insurance earnings, and gains on sales of securities and fixed assets increased by
$21,000 for the year ended December 31, 2008 as compared to December 31, 2007. The increase is attributable to a
$2.3 million increase in gains on sales of property and equipment, a $454,000 increase in gains on sales of investment
securities, an increase of $142,000 in deposit fees, an increase of $247,000 in Company Owned Life Insurance
earnings, and a $34,000 increase in other miscellaneous income. These increases were offset by a decrease of $128,000
in fees related to the sale of mortgage loans, coupled with a $3.0 million other than temporary impairment charge on
Fannie Mae and Freddie Mac preferred stock. This impairment charge was the result of the suspension of dividend
payments on the preferred shares of Fannie Mae and Freddie Mac stock owned by the Company and the subsequent
drop in value of the stock as a result of these companies being placed into conservatorship. Although not an
extraordinary item, the Company has never had other than temporary impairment charges on its investments prior to
2008 and considers these charges to be rare.

9



SOUTHCOAST FINANCIAL CORPORATION AND SUBSIDIARIES

Management’s Discussion and Analysis

Noninterest Income - continued

For the year ended December 31, 2007 compared to December 31, 2006, total noninterest income decreased by $1.3
million. The decrease was primarily attributable to a decrease of $1.4 million in presales fees on property under
contract, a decrease of $162,000 in gains on sales of securities, and a $353,000 decrease in gains on the sale of
property, plant, and equipment, offset by a $125,000 increase in deposit fees and a $486,000 increase in earnings on
Company Owned Life Insurance.

Noninterest Expenses

Noninterest expenses, which consist primarily of salaries and employee benefits, occupancy, fumniture and equipment,
and professional expenses, totaled $13.4 million for the year ended December 31, 2008, as compared to $12.0 million
for the year ended December 31, 20